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EDITORIAL DEPARTMENT NOTE 


Since the early 1920’s when business budgeting began to receive 
serious consideration from industry much has been written both 
in book and article form on the subject of budgetary control. Dur- 
ing the same period there has been a continuous and satisfying 
growth in the number of companies using budgetary control meth- 
ods and continued improvement and refinement in methods. The 
three articles in this issue of the Bulletin deal with areas in the 
field of budgeting which have not received as much attention as 
they merit, and should represent worthwhile additions to the liter- 
ature in this field and contributed further to the extension of 
this valuable tool of management. 

Our first article, presenting the problems of budgeting for the 
smaller company is by William P. Marsh, Controller of the 
Seidlitz Paint & Varnish Co., Kansas City, Mo., who has been 
associated with his present company for the past six years. Prior 
to accepting this position, Mr. Marsh spent two years in public 
accounting, after having been Accountant for six years for the 
Western Radio Co., wholesale distributors of radios and allied 
electrical products. 

In our second article, Ronald H. Robnett, Assistant Professor 
of Accounting, Massachusetts Institute of Technology, discusses 
certain fundamentals of budgeting from the viewpoint of the 
methods followed by a group of selected companies. Professor 
Robmett secured his undergraduate training at the University of 
Oregon and his M.B.A. degree from the Harvard Graduate School 
of Business Administration. In 1934 he became associated with 
M.I.T. as Instructor of Accounting, and was advanced to Assistant 
Professor in 1937. For several years he has been active in the 
operation of our Boston Chapter, having previously served as Asso- 
ciate Director and Director of Publications, before his appoint- 
ment as Director of Publications for the current year. 

A method of calculating seasonal indexes is presented in our 
third article by Kenneth E. Miller, who received his training at 
Purdue and Northwestern Universities. While working for his 
M.B.A. degree at Northwestern, he taught in the Finance Depart- 
ment. The next year he spent with the Foreman-State National 
Bank of Chicago as Assistant to the Economist, transferring in 
1931 to Montgomery Ward & Co. where he served as Statistician 
in the Research Department. In 1933 Mr. Miller joined Armour 
& Co., where he is now serving as Statistician in the Controller’s 
Division. 


Articles published in the Bulletin present many different view- 
points. In publishing them the Association is not sponsoring the 
views expressed, but is endeavoring to provide for its members 
material which will be helpful and stimulating. Constructive com- 
ments are welcomed and will be published in the Forum Section 
of the Bulletin. 
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BUDGETING FOR THE SMALLER COMPANY 
By William P. Marsh, Controller, 


Seidlitz Paint and Varnish Co., Kansas City, Mo. 


— paper is not written with the idea of telling others how 

much depreciation to charge for each square foot of space 
occupied by a department, or how to charge interest into operations 
on a particular basis. The majority of cost papers cover such 
problems very thoroughly. Few of them, however, tell how the 
job can be done or describe the results that can be obtained in a 
company of average size. 

The larger companies are highly departmentalized, while the 
average size company must combine departments to keep overhead 
expense at a reasonable figure. In our company the cost ac- 
counting, general accounting, budgeting and control departments 
are one. Other related departments are likewise combined. 

We happen to be an average size paint and varnish manufac- 
turing company. There are many more of similar size scattered 
throughout the country, as well as others larger and smaller. From 
the smallest to the largest we are confronted with similar problems 
in varying degrees, and I believe that the way we have solved some 
of our problems would be of interest to others. 


Employees and Budgeting 


The source of much trouble with many manufacturing compa- 
nies is employee relationship. Whereas in practically all of the 
larger companies there is a general rule that in slack seasons there 
is a general lay-off of the employees on an hourly basis, and also 
to a lesser degree of the salaried employees, we take the more 
humane view of the situation and keep our men on the payroll. As 
a result we have never had any labor trouble, and our employees 
are very loyal. We know that it has cost us money to do this, 
but at the same time we are a little proud that we have kept our 
men from the ranks of the unemployed. Naturally our labor turn- 
over is very low. 

I realize that possibly with the larger corporations this is prac- 
tically impossible, and especially is this so with those having highly 
seasonal production. We are able to do it because we keep a 
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record of our monthly production and sales of each kind of product 
manufactured and from this record we can forecast what our pro- 
duction should be in any month, keeping always in mind current 
conditions and their probable effect on our sales. Then with this 
information we can plan our production, have the merchandise 
ready when we need it, and avoid the necessity of working long 
overtime hours in the busy season. This also permits us to have 
employees who know the work and when we are busiest we do not 
have to train someone for a particular job with which he is en- 
tirely unfamiliar. 

In the paint and varnish industry it is very essential that every 
employee know the products he handles. The reason is obvious, 
for every formula has been arrived at only after much research 
work and many tests involving much expense. If the materials 
used are not of the same standard, if the processing is not accu- 
rate, and if it is not labeled correctly, the expected results cannot 
be obtained. Therefore, we want our employees to know that we 
are interested in their welfare and expect them to have enough 
interest in their jobs and the company to put forth their best 
efforts. 


Statements Required 


In the smaller concerns few statements or reports are required 
or needed, as those in charge are in direct contact with all that 
goes on. As the company increases in size this close contact of 
necessity is lost, and gradually reports must be relied upon to keep 
the management informed of what is going .on in the various 
departments. These reports must be accurate and reliable if they 
are to be of any value, and if they are not, I have a pretty good 
idea that soon someone else will be making them. A control de- 
partment that really functions will plan procedure for gathering 
the information so that any report can be made with a minimum 
of time and effort. 

In our company we know each morning how many gallons of 
each product were made the day before, as well as the number for 
the month to date, how many of each size container was filled, the 
cost on each item, how much was shipped, and the number of men 
in each department. Also, we have our daily financial report and 
sales report. In addition to our daily reports we have monthly 
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sales, operating and financial statements. Our operating state- 
ment gives comparisons with the previous month and the year to 
date, and also, with the budget for the month and year to date. 

We have developed an operating and financial budget that has 
proved very successful, and believe any firm, regardless of size or 
type of business, should have one. If properly prepared and 
adhered to, it will do much toward keeping red ink out of the 
ledgers. Our actual operations consistently run within two to five 
per cent of our budget. Often certain departments are much 
closer. We have just finished eleven months of the current 
year, and one department with an appropriation of sixty thousand 
dollars for this period is within one-half of one per cent of its 
allotment. While this is rather close, it is not unusual in some of 
the smaller departments. Perhaps it would be helpful if I should 
tell you how our budget is prepared. 


Preparing the Budget 

In order to prepare a workable budget it is essential that the 
one in charge be well informed of every activity of the company. 
He must know what has been done in the past and what the plans 
are for the future. He must know the functions of every depart- 
ment of the organization and the type of men in charge of each 
department. He cannot ask the sales manager, “What will our 
sales be next year” ?; take the answer, “Twenty per cent increase 
over this year,” and let it go at that. There must be a reason be- 
hind every figure that goes into a budget. There is one little word 
that will avoid much trouble later if it is repeated often enough 
when preparing the schedules. That word is “Why?”. Don’t be 
afraid to use it. 

In starting our budget we draw up a form for each department, 
listing the name of each item of expense with which that depart- 
ment is to be charged. There is a column for each month of the 
year and a total column where amounts can be set down. With 
this sheet and a schedule showing how much these expenses were 
for each month of the past year we are ready for a conference with 
each department head. 

The Sales Budget 


A budget usually starts with the sales quota, so the sales man- 
ager is the first to hear that little word “Why?’. A sales man- 
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ager is the one man in the organization to listen to with crossed 
fingers. He is the life line of the company, but it might be the 
bread line for you if you don’t know how to sift his statements. 
An energetic, enthusiastic sales manager is very necessary, and 
he must be able to pass this enthusiasm on to the men under him 
to keep them going at top speed. A salesman who has no vision 
and no enthusiasm has no love for the job he is on or the product 
he is selling, and is a drag for the other salesmen, as well as an 
expense for the company. Such a salesman is an expense to the 
company even though he works on a strictly commission basis and 
receives only what he earns. A better man on the same territory 
would produce more business, and likewise more profits for the 
company, and a sales manager who does not have boundless faith 
in his company, their products, and himself should not be tolerated. 
Therefore, it is usually true that he is prone to look upon the 
rosy side of the picture and leave the “if’s” to the accounting 
department. 

The sales of the previous two years are checked by products to 
watch for consumer trends, especially with new products, as new 
items are placed in the line from time to time. A figure that 
sounds reasonable, even to a skeptical accounting department, is 
finally decided upon, and the sales department begins checking 
the various territories to see the possibilities of realizing this quota. 
Perhaps some salesman has been assigned to some territory where 
he does not seem to fit. Maybe a shift to some other section would 
be best. Is there a bigger sales potential in a certain territory 
than the amount we are now getting? Is that territory too large 
for one man to cover and get best results? Should we open up a 
new territory? These are just a few of the questions which must 
be answered before a sales quota can be set. After these things 
are taken care of a quota is set for each salesman by months and 
the totals entered on the master budget sheet by months. 


The Selling Expense Budget 


Then comes the task of figuring direct sales expense. All our 
salesmen work on a commission basis with a weekly compensation 
and expense advance. It is therefore necessary to calculate each 
territory separately, as expenses will vary. When this is finished 
the salesmen are advised the amount they may draw weekly, and 
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the budget is set accordingly. No need to worry about whether 
the salesman will draw his full weekly amount, for I have yet to 
see the one who didn’t. 

After our pep talk with the sales manager we allow ourselves 
to “come back to earth” before we tackle the advertising depart- 
ment. The two are pretty much alike, and you might find yourself 
approving expenses without asking, “Why?”’. And above all 
things, don’t take them both on at the same time without some 
measure of protection, or else you might find yourself trying to buy 
up all the company stock before the boom starts that is sure to 
come. 


The Advertising Expense Budget 


The advertising expenses for the previous year are checked and 
the coming year’s plans are checked. In our company everyone 
knows the importance of the budget and plans are freely discussed 
with the budget department. In the advertising department they 
explain why a new line of advertising is to replace one of last 
year, how they expect to increase or decrease radio advertising, 
direct mail, etc., and always they are pestered with the question, 
“Why ?”. Each item of expense is checked out into monthly quota 
columns and added. 

This is the first department where you can start calling their 
hand on excessive expenditures. You'll get used to it before 
the budget is finished, but it’s tough competition against sales and 
advértising men. You know, when the sales quota is set, the 
maximum that should be allowed for advertising. A lot depends 
on the kind of advertising to be done, new products being intro- 
duced to the public and new territories being opened. 

The department should be allowed the fullest freedom in select- 
ing the channels in which the advertising money is to be spent, for 
after all the advertising manager is the one who will get the praise 
for the success of the campaign, or “be called on the carpet” if it 
fails. Yet someone must keep him reminded that profits accrue 
only after sales are made, and that the accounting department can 
show profits, and dividends to stockholders, as coming from no 
other source. Most advertising men are at least reasonable if you 
show them why they should stay within bounds. 
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If his mind should wander far afield on some fanciful scheme 
to let the world know about your products, don’t stop him until 
he begins to talk of spending money for it. These wild flights 
of fancy sometimes produce ideas that can be worked into your 
plans very nicely with excellent results. After all you are only 
his guiding light to help him keep at least one foot on the ground. 
You won’t need to encourage him on any particular item; you'll 
be busy enough trying to keep up with him. 

I think this is where a budget shows its worth more than in 
any other department. It is usually made at a time when busi- 
ness is slowest, and for a month or so everything runs along 
serenely and quietly. Then comes a sudden burst of orders, mills 
begin to hum, and everyone is in a rush. Ideas break out of an 
advertising man like measles on a baby. He can’t keep them back. 
The busier he gets and the higher he stacks his desk, the bigger 
the crop of new plans. All his earnest efforts at planning the 
year’s work; all his good intentions of following through on a 
budget are cast by the wayside. 

This is when you must take him gently by the arm and lead 
him back to his desk, pull out the budget and explain to him that 
you are in the middle of your normal busy season; that for 
months past you have been coasting along, and that now you must 
make the money to pry for expenses he has already incurred. 

Of course, there are times when it is perhaps advisable to change 
your advertising plans. Drop some, enlarge others, start new 
ones. If you see your original plan is not clicking, by all means 
try a remedy. It would be more than foolish, if you saw your 
plans were not going to work, to just sit back and say, “Next year 
we'll try something different.” Now is the time to get busy. But 
always keep in mind that your budget is your guiding light. If 
there is to be any deviation from it, remember to always use that 
big little word, “Why?”. 


Budget is Not Revised 


I think here that I should state that we make our budget at 
the beginning of the year, and do not change it. It has a very 
definite purpose. It is the chart by which we have planned our 
operations for the year. It is the blue-print by which we are 
building this year’s addition to an established house. If we have 
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used the wrong piece of lumber, or the door is not just right, of 
course, we'll correct the defects so long as the plan as a whole is 
not altered. If we changed our budget every month or so, we 
would soon be lost in a hopeless maze of figures that would mean 
nothing. We could not go back to any department and say, 
“Here, what’s wrong; you are way off your budget.” The reply 
would probably correctly be, “What budget?” In our plant we 
have standards for each product. The budget is the management’s 
standard of performance. 


The Purchasing Budget 


From the advertising department we turn our attention to the 
purchasing department. This is a very vital department in any 
organization. Loosely handled it could very easily be a costly 
department. A good purchasing department must know more 
about the products used than the fact that they are destined for 
some phase of the manufacturing process. The head of the de- 
partment at least should know the sources of supply of each item 
purchased, its availability in the world markets, and the causes 
of fluctuating prices in any particular item. 

We start on him along this line, “We are going to manufacture 
so much paint and varnish in these months. We will require so 
much materials. When are you going to buy it, when will it have 
to be paid, and how much will it cost?” From here on we delve into 
a maze of figures. 

Please bear in mind that all of our budget schedules call for a 
definite figure on each item listed for each month of the year. This 
is true of the advertising department, the production department, 
the general office, the purchasing department, etc. This applies to 
our financial budget as well as the operating budget. That is why 
we want to know when the purchases must be paid, as well as how 
much they will cost. 

Purchasing of raw materials for paint and varnish manufac- 
ture is a rather complicated job. The purchasing agent must keep 
himself posted on production, sales and price changes of the com- 
modities he buys. They come from every corner of the globe, and 
it is often many weeks after the order is placed before delivery 
is made. Naturally he must know the company’s requirements for 
a given amount of production. Likewise, the production depart- 
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ment relies upon him to at all times have ample stocks on hand 
for manufacturing. 

Here you find a department that knows the value of records. 
Without them they would be completely lost. In this department 
each item that we use is listed on a card in a visible index file. 
Each card shows several dealers from whom the item is obtain- 
able, and has space to record our purchases over a period of years, 
also showing prices paid. As practically every material we use 
is subject to shrinkage from one cause or another, this factor is 
also entered on the card. This loss ranges from one to about six 
per cent of the quantity purchased. Dry materials cling to con- 
tainers or are carried away as dust. Oils and other liquids are 
subject to evaporation in varying degrees, as well as the loss due 
to that which adheres to the sides of the tanks or drums. They 
are further losses in the manufacturing processes, some of which 
are quite high. 

You can readily guess that the purchasing agent leans more to 
the accounting viewpoint. He deals with too many figures to be 
otherwise. Perhaps, too, he sees so many salesmen that he grows 
skeptical of the whole tribe. At any rate you can usually rely upon 
the information he gives you. Your biggest trouble will be in 
pinning him down to a definite commitment. He will hedge all 
over the map with his “if’s.” It will be “if” this item goes up, or 
“if” they have a poor crop, or a bad one, or “if” a war starts or 
ends. If you persist, though, he will come through and your 
budget has cleared another hurdle. 


The Production Budget 


You are now ready for the production department. You have 
found out the items that will be pushed by the sales department, 
how the advertising department is going to create interest in them, 
and that the purchasing department will have the necessary ma- 
terials when they are needed. 

Up to this point the sales department and advertising depart- 
ment have held on to their secret of the sales campaign. You alone 
have been able to ferret it out. Funny how they like to keep such 
things to themselves; but then it’s their own brain-child. At any 
rate when you let the plant superintendent in on the secret he 
merely smiles and says, “We'll have the goods.” Seems as though 
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the sales manager has beat you to it and has already discussed at 
least a part of the program with him. This is as it should be, for 
all departments should work together for the common good. 

The plant superintendent is a very important link in the manage- 
ment chain. Besides knowing his products and the best way to 
produce them, he must be as diplomatic in the handling of his em- 
ployees as the salesman is with his customers. To get best results 
and the most work from his men he must have their confidence 
and respect. When you ask what his payroll will be for any 
month of the coming year he must know how much production 
he can get from any mill, and a lot will depend on the man who 
runs it. 

You are going to expect him to have the goods ready for ship- 
ment and be able to ship them when the order is released by the 
credit department. Therefore, give him a free hand in running 
the plant. You will find he will not ask for excessive appropria- 
tions. He will be as interested in seeing the plant make money 
as you are. Let him know what his expenses have been for a 
certain volume of production, and he will usually try to better 
the record. However, if his requests are not in line, don’t hesi- 
tate to ask, “Why?”. Don’t lose hold of that word. Some 
items in your budget are going to be questioned later, so prepare 
yourself now by asking questions. You'll find the word “Why” 
to be the biggest word in the dictionary for you at that time. 


General Office Budget 


From the production department we turn our attention to the 
general office. Why we take them last I don’t know, unless it is 
because we have to wait and see if there will be anything left to 
spend here. At any rate the office expense will depend somewhat 
on the plans of the other departments. 

In checking with the office manager you soon learn he has a 
lot of good ideas about handling office routine. He has his finger 
on every thing that goes on, and knows more about the employees 
than some of them know about themselves. He can tell you pretty 
accurately what his expenses will be. He will work with you very 
closely, for he, too, realizes the importance of planning operations. 

After you have gathered all the information from the various 
sources you assemble it in order, and have the master budget 
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typed in triplicate. One copy is retained by the control or budget 
department, or whoever is in charge of the work. One copy goes 
to the president or the executive in charge of operations, and one 
copy is furnished the treasurer. A copy of the sales budget goes 
to the sales department. A copy of the advertising budget goes to 
the advertising department, and so on until each department head 
has a copy of its particular departmental budget. There is then 
no excuse for not following through with the plan as outlined. 


The Cash Budget 


From this same information the disbursements section of the 
cash budget is prepared. There are certain items that must be 
eliminated, and others added. For instance, depreciation is charged 
to departments by journal entry and is not a cash item. Other 
similar items must be taken out. You must bear in mind that the 
cash budget deals only with cash items. There will be items pur- 
chased in one month and paid later. These go into the cash budget 
in the month in which they are to be paid. You buy a carload of 
material in April and pay for it in May. This goes into your pur- 
chases budget for April, but the cash expenditure is set up in your 
cash budget for May. Our cash expenditures are set for each 
month by departments with an additional caption for expenditures 
for income taxes, donations, dividends, and like items that are 
not chargeable to operations. 

After determining what the cash outlay must be, we go to the 
treasurer, tell him our needs and ask where the money is coming 
from. Estimating receipts calls for a lot of deep thinking. No 
snap judgment can be permitted, for when you present your plan 
to the bank and ask for a certain line of credit they expect you to 
know what you are doing. If later you should have to ask for 
an additional amount, they would think you had presented them a 
very loose set of figures, and would question the accuracy of 
your next budget. 

Your sales budget is your guide as to when your accounts 
receivables should start going up and your terms of sale plus your 
past experience should tell you when to expect payment. Notes 
receivable are also analyzed and a schedule prepared showing 
when payments should be expected. Other items of cash income 
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must likewise be included in the schedule. Your receipts budget, 
like all the others, must be set by months for each item. 

When receipts have all been entered the totals are compared 
to determine when you can expect to have to borrow from the bank 
in order to meet your obligations. This is checked across the 
sheet for each month until the point is reached when receipts begin 
to exceed the disbursements. From this point you plan your pay- 
ments on your borrowings so that at the end of the year the total 
of borrowed money has been repaid. 


The Budget Follow-Up 


A copy of the completed budget is given the officials previously 
mentioned, and with a little prayer you relax. Just because you 
have drawn a picture of proposed operations with a mass of fig- 
ures, don’t think your work is finished. You must be continu- 
ally on the job with your little “Why” if the plan is not working 
just right. You are the guardian angel of that masterpiece of 
planning that some of your department heads would be very glad 
to forget. Don’t let them. See that they are advised regularly 
how their actual operations compare with what they originally 
planned to do. An efficient accounting and control department is 
just as essential to a business as any other department. Let them 
know it. 
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WHAT MAKES THE BUDGET WORK 


By Ronald H. Robnett, Assistant Professor of Accounting, 
Massachusetts Institute of Technology, Boston, Mass. 


UDGETING has been the subject of much discussion in re- 
cent years. The literature is full of authoritative books, 
pamphlets and articles on budgeting in its various aspects. Many 
of these writings have been designed particularly to aid the ac- 
countant in perfecting his techniques. Good techniques and pro- 
cedures are essential to the smooth working of any program and 
their importance must not be minimized. However, the suitability 
of any technique cannot be evaluated unless its purpose is defined. 
There must be objectives and policies behind any system of bud- 
getary control as is the case with any major management tool. 
Over the years there have developed a number of opinions which 
in some cases have crystallized into principles pertaining to bud- 
getary control. No matter how much systems may vary as to 
detail, in some fashion or another, consciously or unconsciously, 
they are all giving expression to underlying concepts of what a 
budget system should do. 


Scope of the Study 


The purpose of this discussion is to re-examine some of these 
principles and policies, with particular reference to the managerial 
point of view. In order to gain a clear understanding of man- 
agerial objectives, inquiries were made into ,the budgetary prac- 
tices of a number of selected companies which kindly co-operated 
to the fullest degree. Most of the cases used to illustrate the dis- 
cussion in this paper were secured by two students at Massachu- 
setts Institute of Technology’, working under the author’s super- 
vision. Others were secured personally. 

The companies studied varied widely as to industry, size, and 
length of experience with budgetary methods. All of them plan 
to continue and in some cases to expand the use of budgetary 
control. Although the number of companies represented in this 
study is relatively small, they are a good cross-section of business 

Laubach, James H. Jr. and Paige, Stuart. A thesis entitled “Some Managerial 


Aspects of Budgetary Control,” Department of Business and Engineering Administration, 
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budgeting practice. As might be expected, the budgetary pro- 
cedures in these companies varied greatly. Nevertheless, patterns 
of thinking in terms of objectives and policies emerged from the 
study in such fashion as to justify a discussion of some selected 
aspects of their budgetary experiences. 

From the points covered in our study the following were se- 
lected for treatment in this paper : 


Alternative approaches to budget installation. 
Relationship of chief executive to the budget. 

Use of the sales forecast in preparing the budget. 
Setting up and operating the expense control budget. 


For each of these points an attempt has been made to give a 
clear picture of the practices in use and to indicate the relative 
effectiveness of the various alternatives. 


FY 


ALTERNATIVE APPROACHES TO BuDGET INSTALLATION 


A company may install its system of budgetary control essen- 
tially in one of two ways. The budget may be suddenly imposed 
in substantially complete form by executive decree, or it may be 
introduced in a small area and developed gradually until it has 
been extended over the desired range of activities. 


Gradual Introduction of Budgets 


There are advantages and limitations to each approach. When 
the budget is introduced experimentally in one department or for 
one’ function it is often possible to avoid the making of costly 
mistakes in procedure and in the reaction of personnel. Often 
there are executives in the company who do not understand the 
objectives of budgeting and therefore are sure that no good can 
come from such “new fangled notions.” Sometimes the only way 
to gain the interest and the support of such men is to demonstrate 
its advantages in some other area of the business. Successful 
operation in selected departments with the co-operation of friendly 
executives is responsible frequently for the winning over of those 
men who at first failed to see how budgeting could aid them in 
more effective discharge of their responsibilities. The gradual 
approach has been found to be unusually effective when executive 
resistance is met. 
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Resistance to the budget is not limited to major executives, how- 
ever. It is a common human trait to be suspicious and afraid of 
that which is not fully understood. If a foreman’s first contact 
with budgetary principles is the announcement that henceforth his 
department is to operate under a budget, who can blame him if 
his first reaction is resentment against what he imagines to be irk- 
some restriction? When a man has been used to running his de- 
partment in a certain way and under controls which have appeared 
to be satisfactory, it requires a major readjustment in thinking 
habits if he is forced to conform suddenly to a new form of con- 
trol. 

Gradual introduction gives opportunity for the answering and 
dispelling of opposition to the particular steps of the installation 
as these steps are made. Practical demonstration of the construc- 
tive advantages of the plan to a foreman may turn a potential 
critic into an enthusiastic supporter. 


Gradual Introduction of Expense Control Budgets 


One company which undertook to make a budget installation 
made a general presentation of the proposed objectives and pro- 
cedures to the foremen in group meetings. It was emphasized that 
among the important objectives was a desire to aid the foremen in 
the effective performance of their primary jobs, that of producing 
goods, in other words, to make the foremen true executives. It 
was stated that the plan would be tried out tentatively in a few 
departments and the men could volunteer their departments for 
an experimental installation. A few foremen accepted the invita- 
tion and the experiment began. By working closely with these 
few foremen, two important results were accomplished. First, the 
men rather quickly saw the possibilities for improved performance 
inherent in careful pre-planning and in prompt reporting of re- 
sults. Secondly, those responsible for operating the budget were 
able to improve their procedures and techniques. 

The enthusiastic support of the volunteering foremen resulted 
in requests from other department heads for extension of the 
budgeting methods to them. By this time, the accounting division 
was in a much better position to make sound installations than 
would have been the case at the earlier date. Of course, these 
budgets were limited in scope. They were concerned with ex- 
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pense control only and were not complete in this area. But the 
scope of the budgeting rather quickly increased. This installation 
literally grew from the ground up. The enthusiasm of the fore- 
men group was transmitted to higher executives, so that the com- 
pany in a few years was budgeting all of its principal activities, in- 
cluding the sales forecast, the co-ordination of production volumes, 
the control of production and distribution costs, and the prepara- 
tion of projected balance sheets and profit and loss statements. 

The experience just described is representative of the compa- 
nies studied whose budget installations had been gradual. Of 
course the big disadvantage of such evolution is that it is slow. 
Critics argue that if budgetary control has merit, its benefits should 
be gained as quickly as possible, preferably by complete company- 
wide installation. 


Experience in Introducing Complete Budgets 


It may be interesting to summarize briefly the experiences of 
those companies studied which did introduce the budget in complete 
form. In each case the budget installation followed directly after 
major policy and management changes. Two companies became 
subsidiaries of corporations already using budgetary methods. 
Another concern underwent a major financial reorganization. The 
new management had successfully used budgets elsewhere. In a 
fourth case, as a result of study by industrial engineers, an inte- 
grated system of standard costs, wage incentives and budgetary 
control was installed. 

All these concerns experienced difficulties to a greater or less 
degree. Sales executives opposed the plans because they disliked 
making sales estimates for which they would later be held ac- 
countable. The production managers and foremen disliked having 
to plan production on the basis of sales estimates in which they 
had no confidence. They disliked the necessity for pre-planning 
the expenses of their own departments. In short, the common 
experience of these companies was resistance to the new plans— 
resistance ranging from passive compliance to open and frankly 
expressed scepticism, and in some cases sabotage. Behind these 
attitudes was fear due to lack of understanding, or fear of the 
budget’s effect upon the security of their jobs. Some of the per- 
sonnel had been through the eras of “efficiency experts” and “ex- 
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pense managers” and the sudden imposition of budgetary methods 
looked like the same type of cold blooded, sometimes ruthless de- 
vice under another name. 

These companies all overcame these handicaps and today have 
smoothly working budgetary control systems. In each of the cases, 
the chief executive was convinced of the necessity for adequate 
budgeting. He in turn convinced the key executives, and through 
them the philosophy gradually was worked down to the lowest 
supervisory grade to which the particular budgetary plan applied. 
Thus, while the budget was applied suddenly in its complete form 
to the company, in fact it reached the point of effective operation 
only after personnel opposition was replaced by sincere and co- 
operative support. In most cases it took several years, and much 
educational effort to attain this goal. In fact, in some instances 
desirable results were secured no faster than was the case with 
those concerns who made the approach gradually. 


Probably Gradual Introduction to Be Preferred 

From the experiences of the companies studied it can be said 
that the gradual installation of budgets should result in less fric- 
tion, misunderstanding and opposition than where a complete in- 
stallation is made at one time. If the extension over the desired 
range is made at a reasonable rate, company-wide benefits may 
come nearly as soon as would be the case if the attempt is made to 
make a complete installation. The executives who made complete 
installations would probably agree, with perhaps one qualification. 
In some instances, the financial and competitive position of the 
companies at reorganization was such that it was imperative to 
reach efficiency in operation as soon as possible. The more direct 
approach, while drastic, had the effect of putting the entire organ- 
ization on its mettle. Under such emergency conditions, with 
proper leadership, unbelievable progress can be made in a rela- 
tively short time. 

RELATIONSHIP OF THE CHIEF EXECUTIVE TO THE BUDGET 

It is apparent that budgeting cannot be extended over the com- 
plete range of the company activities without the support and co- 
operation of the chief executive. But what of its operation? 
Does successful operation of the budget require the continued in- 
terest if not active direction of the chief executive? 
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To my knowledge the authorities in the field are unanimous 
in agreeing that the chief executive must play a continuously 
active part in budgeting or the system will be of little value. F. W. 
Shibley expresses this point as follows: 


If the executive head of a business considers himself too im- 
portant and too busy a man to spend time formulating, charting, 
checking and controlling a budget, then the budget should not be in- 
stalled. Such a man prefers to sail his ship by his wits and the 
stars. A budget would confuse him. 

Active participation by the chief executive in budget operation 
was found in only one of the companies studied. In most cases, 
his chief interest was in the forecasted profit or loss results. His 
active connection with the budget might consist of the request for 
action to make the forecasted results more favorable. That is, his 
attitude toward the budgeted figures might be one of interest rather 
than continuing effort to make it an important tool for control. 

In such cases the control feature is delegated to some other 
person for administration. If such a person is known to speak 
and act for the chief executive, then such control can be effective. 
As is more often the case, if the budget executive lacks the neces- 
sary prestige, budget operation can be a perfunctory performance 
and the preparation of the so-called control reports can be a waste 
of good money. 


Budgets Ineffective for Lack of Executive Interest 


One company has operated under a budget for several years. 
It has branches in various parts of the country. On the surface 
the ‘system conforms to the recognized principles of good budgetary 
practice. Branch managers prepare estimates of expenses on the 
proper forms. These are sent to district offices for review and con- 
solidation into summary reports for the districts. The complete 
estimates for the districts are sent to the home office where they 
form the basis for the master budget for the period. During the 
operating period reports are prepared showing budget, actuals and 
over or under. These reports are issued promptly and as promptly 
filed away in the proper binders. 

There is practically no control in this system of so-called 
budgetary control. There are several reasons for this failure, all 
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of which are due to defects in administrative practice. The branch 
managers must prepare estimates on the basis of inadequate 
knowledge of volume for the coming period. They are not inter- 
ested in the budget, because most of them have failed to see that 
it is anything other than a time consuming device used in some 
mysterious way by the home office. Accordingly, they are careless 
about making estimates. The typical method is to change the fig- 
ures for the last period enough to make them appear to be the result 
of serious study. 

At the division headquarters there is no real review. A clerk is 
delegated to check for errors and to consolidate the branch reports 
into one for the division. The treatment at the home office is nearly 
as cursory. 

The resulting comparison reports are bound to contain differ- 
ences that defy easy analysis. As a result, little is done in the way 
of corrective action when differences appear. Accordingly the 
branch and division managers continue in their failure to use the 
budget productively. The accounting division finds it difficult to 
prepare interpretations of results which are significant and it is 
generally felt that the top executives would be little interested in 
such reports if they were prepared. The budget routines are con- 
tinued because they were once started. For all practical purposes 
the work is wasted effort. Management has lost what interest it did 
have in the device. There is no incentive for subordinate execu- 
tives to “beat the budget” because they know from experience that 
they are judged not in terms of the budget but in other terms 
entirely. 


Executive Makes Budget Effective 


By contrast, we have the example of a company which upon re- 
organization acquired a new president. This man was responsible 
for the original installation of the budget and has been using it 
actively for control ever since. By enthusiasm and example he 
shortened materially the time required to overcome the reluctance 
and opposition of his associates. His subordinates know their op- 
erations are being watched closely and realize that both efficiencies 
and inefficiencies are coming to the attention of the president. 
They know it, because he frequently reviews operating results with 
them, His associates have caught the picture of the budget as a 
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vital, living force and are enthusiastic about the opportunities for 
bringing themselves to the favorable attention of top management. 

I do not mean that the president is immersed in the details of 
budget making. Through the controller an efficient organization 
for accumulating, reviewing and reporting figures has been de- 
veloped. The controller prepares the reports and interprets the 
results. The president reads and takes action on all such reports 
that warrant his attention. 

The executive officer is the logical person to co-ordinate the vari- 
ous interests that may come into conflict under the budget. If 
budgeting is the important tool that we have assumed, it warrants 
sufficient time of the chief executive to assure that the business 
attains and keeps proper co-ordination of personnel, physical facil- 
ities and dollars. Of course, most of this work will be delegated. 
But the organization must know that the chief executive is follow- 
ing the budget closely or much of the inherent value will be lost. 


UsE OF THE SALES FORECAST IN PREPARING THE BUDGET 


Nearly everyone who undertakes to discuss budgetary principles 
places great emphasis on the sales forecast. It is pointed out that 
a good sales forecast is an essential starting point for planning pro- 
duction volumes, for establishing standards for production and 
distribution costs and for a reasonable pre-determined operating 
statement and balance sheet. 

Our study indicates that in practice there is a wide variation be- 
tween companies, both as to the preparation of the sales forecast 
and its use in the operation of the budget. 


The Attitude Toward Preparation of the Sales Forecast 


Several of the companies studied were committed to the prepara- 
tion of detailed forecasts by lines or items, prepared by quarters 
or seasons and extending as much as eighteen months into the 
future. Some of these concerns relied greatly upon the sales de- 
partment for the forecast. The procedure most commonly used 
was to start with the salesmen in the field, work the forecast up 
through the sales manager and then agree upon final figures in 
conferences between the sales manager, the production manager, 
the controller, and in some cases, the president. In these com- 
panies the top executives considered it very important to know 
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intimately the personal characteristics of those initiating and re- 
viewing the forecasts. Realizing that some salesmen are optimistic 
in advance of action while others show the opposite tendency, it 
was recognized that a forecast so prepared must be checked very 
carefully, if it was to be a valid basis for the planning of inven- 
tories, production and other related matters. In some cases, this 
led to the preparation of two sales budgets—one for operation and 
one for use as quotas by the salesmen. This latter point is covered 
admirably in an article by Clem N. Kohl in the N. A. C. A. Bulletin 
for February 15, 1940, so it need not be amplified here.® 

In another group of concerns the forecast was prepared directly 
by top executives. In some cases informal sales estimates were 
received from the field; in others, no field estimates were secured. 
In some instances, executive discussion was in great detail, with 
particular reference to the adjustment of conflicting views; in 
others, the discussions were more perfunctory, with final decision 
being made by a delegated official or by the chief executive. One 
company made no forecast of sales as a part of its budget plan. 


Use of the Forecast in Preparation of the Operating Budget. 


As would be expected, the greatest tie-in between operating 
budgets and sales forecasts was found in those cases where great- 
est care had been taken in the preparation of the forecast. The 
forecast must be reasonably dependable if a company is to be jus- 
tified in establishing production schedules and building up inven- 
tories based upon it. 

One company translated the forecast directly into purchasing 
and personnel commitments and established the level of production 
activity as a direct consequence of the forecast. The period used 
was three months and for these purposes the forecast was kept 
continually revised three months in advance. In another concern, 
it was found that, in addition to the point just mentioned, the sales 
forecast to a very considerable extent controlled advertising, work- 
ing capital and fixed asset expenditures. 

A company which used one basic raw material for most of its 
products, controlled only its finished goods inventories as a direct 
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result of the forecast. The planning of production schedules and 
direct and indirect labor requirements were the secondary results 
of this approach. 

In a concern which manufactured semi-perishable consumer 
goods we found that, although great reliance was placed on the 
sales forecast for planning total production by product groups, it 
was not used for detailed production planning. Inventory limits 
were set for each item and this in turn governed production. Thus 
activity and departmental costs were predetermined in a general 
way only. 

As the final example, there is the company which made no sales 
forecast for the period. No advance production plans were made 
except for a few standard machines. The operating budget thus 
was restricted to expense control aspects in terms of current 
production. 

Observation of the practices of the companies studied leads one 
inevitably to support of the principle that sales forecasting not only 
is worth doing but is worthy of the attention of all persons in the 
company who can make a contribution to it. A number of instances 
were cited where careful examination of the sales outlook for the 
coming period enabled management to move forcefully to meet un- 
favorable conditions before they became serious. It may have been 
the beginning of a permanent decline for one class of goods or 
merely a temporary slump. Perhaps it focused attention on a 
“soft” territory. Possibly it foreshadowed a period of retrench- 
ment in certain markets. 

In normal times sound sales forecasting enabled these com- 
panies to make a good outlook better. In poor times it gave them 
a challenge to exercise ingenuity to find ways and means to keep 
volume up and otherwise to make the best possible use of produc- 
tion facilities and personnel. To the organization that has never 
done so, it is astounding what can be done to meet the challenge 
of change, if sound advance knowledge is obtained. 

In those companies not now fully utilizing the sales forecast in 
the operating budget, continued efforts are being made to perfect 
the tie-in. To some executives in them, the progress has seemed 
slow, but because the objectives are so very much worth while, 
educational effort will continue. 
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SetTING Up AND OPERATING THE EXPENSE CONTROL BUDGETS 


There were a number of points connected with establishing and 
operating the expense budgets on which the companies studied 
were in close agreement. 


Setting the Standards 

All the companies were committed to the policy of participation 
by operating executives in the preparation of expense budgets. 
In some cases this meant that foremen initiated the standards by 
which they were to be judged for the coming year. At the other 
extreme one case was observed where the expense standards were 
prepared centrally and each foreman was given the opportunity to 
challenge any item which did not meet with his approval. Al- 
though the plans varied as to details, it is to be noted that all be- 
lieved that the man held responsible for meeting a budget figure 
must be in full agreement with that figure. (It is to be remembered 
that there was no such agreement as to the preparation of the sales 
forecast.) 

The most common general criticism of the practice of foremen 
setting their own standards is that the men may “pad” the budgets, 
so that favorable variances can be shown. The companies studied 
found no such difficulty. In fact, it was the experience of one com- 
pany that some foremen were so optimistic as to set standards that 
could not possibly be met. Those cases where foremen were dis- 
posed to “pad” the budget were in the early days of particular in- 
stallations before the foremen had really grasped the spirit of the 
budget program. 

In another concern most of the work of budget preparation is 
done centrally but the advice and approval of the foremen is ac- 
tively solicited. As an executive phrased it, “We may do 90 per 
cent of the work of putting the budget together, but if the remain- 
ing 10 per cent is made up by, or with the advice of, the foremen, 
the ultimate success of the budget is on the way to accomplishment.” 

Still another example is that of the company where top execu- 
tives prepared the budgets, but allowed the foremen the right of 
appeal. This concern felt it was complying with the spirit of the 
principle of active participation by the department heads. 

Review of estimates by supervisors and top management was an 
integral part of the plan in all the companies studied. The general 
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experience showed that the best results were accomplished in those 
cases relying most upon the active co-operation of the foremen and 
other operating heads. Enthusiasm for the plan was greater and 
it seemed clear that the foremen’s knowledge and usefulness was 
increased by the very process of setting the figures. When a fore- 
man can be made to feel that he is a constructive executive force 
in the company, it is often surprising to see the contribution he can 
make to more efficient production at less cost. 


Use of Standard Costs 


Every company used standard costs in one way or another, both 
for planning and controlling under the budget. For items deemed 
to be completely variable the most common procedure was a pre- 
determined cost composed of standard times multiplied by fore- 
casted prices. Thus, control reports on variable items were made 
always in terms of actual volume, so that generally the resulting 
differences were analyzable solely as efficiency variances. 

In most cases, control of all costs other than directly variable 
items was attempted by budget of each item separately. For those 
costs deemed to be entirely fixed, this was relatively simple. Some 
of the companies had regular programs for review of the fixed 
items in order to be fully satisfied that they were really fixed. In 
this connection some rather surprising results had been accom- 
plished. Some costs were found to be partially controllable which 
had traditionally been classified as completely fixed. 

All of the companies recognized the existence of semi-variable 
costs but the methods of budgeting these items varied widely. In 
some cases these were budgeted in amounts which reflected the 
expected rate of activity as determined by the sales forecast. 
Others included semi-variable cost items as part of the standard 
unit product costs. 

It is clear that either of the above approaches raises serious 
problems in analysis for control. In the first instance, any de- 
parture from forecasted volume makes imperative an analysis of 
volume differences before an efficiency variation can be obtained. 
A similar analysis, but on a different basis, is required where semi- 
variable costs are included as a part of the unit standard costs. 

In none of the companies studied was use being made of the 
techniques of flexible budgeting. The reasons were various. Some 
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felt that the sales forecasting was good enough so that resulting 
volume differences were so, small as to be easily analyzed. It was 
the opinion of others that direct and indirect labor offered the 
greatest opportunity for current control and they preferred to con- 
centrate their efforts on those items. Still others felt that they 
were approaching the principles of flexible budgeting by making 
frequent revisions in budgets to meet changing conditions. Thus, 
while budgets were not prepared in advance for various volumes, 
it was not uncommon to revise budgets in terms of the new ex- 
pected volume. By this device, the effects of volume fluctuation 
frequently were minimized. 


Operation for Control 


Some attention has been given already to the control objectives 
of those responsible for budgeting in the various companies studied. 
This section will high-light the principles governing the prepara- 
tion and presentation of the control reports. 

In all cases, as would be expected, provision was made for regu- 
lar comparison of budgeted with actual figures. Detailed figures 
were presented to the lowest officials concerned, with each higher 
authority receiving such reports as were pertinent to his operations. 

In some instances, foremen received reports only on those items 
currently controllable by them. In others, the reports included 
both controllable and non-controllable costs affecting the depart- 
ment. Where the latter practice was followed, it was due in some 
cases to a desire to combine the budget reporting with the job of 
cost accumulation. In other cases the motivating reason was to 
keep each foreman impressed with the total costs of running his 
department, and to make him aware of the relationship of his de- 
partment to other aspects of the business. It was the experience 
of some executives that this type of information acted as a deter- 
rent to requests for more floor space, or unnecessary demands for 
a new machine. In all such cases, of course, the two classes of 
items were carefully separated and the attention of the department 
head focused on those which had been classified as controllable. 


Frequency of Reports 
Only a few of the concerns gave particular attention to the 
timing of control reports. Most reports were issued monthly, in 


1256 


| 


| 
| 
| 
| | 
| 


June 1, 1940 N. A. C. A. Bulletin 


some cases as much as three weeks after the close of the monthly 
period. In only two of the companies were reports on controllable 
items issued weekly: in one case, two days after the close of the 
week ; in the the second, five days elapsed before the report was 
issued. 

Those companies using the longer time period for reports ex- 
plained that operations were not always continuous and time was 
required for actual results to average into significant figures. Be- 
sides, weekly reports would be more expensive and it was felt the 
results would not justify the additional expenses. 

The most effective control plan studied was in a company which 
issued weekly reports on all controllable items. Each foreman, 
supervisor and top executive received the appropriate reports 
within two days of the close of the week. This company would 
not consider lengthening the report period. The organization is 
dedicated to close control and feels that the only way to get it is to 
prepare frequent reports in such form that the proper action can 
be taken promptly. 

The form, the timing and the executive attitude toward budget 
reports are in many respects the keystone of effective expense 
control under the budget. Elaborate plans may be developed for 
budgeting and the personnel may be sold on the advantages, but 
little value will come from the plan unless the proper follow- 
through is present. If a foreman is sincerely interested “in beat- 
ing the budget” but does not get accurate information on “how he 
is doing” until it is too late to reverse unfavorable trends, he will 
sdon lose interest in the budget as an aid to the performance of his 
job. This does not mean that all items should be reported weekly. 
It does mean that reports should be prepared promptly for the 
shortest possible significant period. 

When a budget control plan is really working, the foremen will 
be clamoring for the reports, for they will know that in them will 
be found information they need. They will know it, because 
through experience and sometimes patient instruction, it will have 
become evident that proper planning, good standards and prompt 
check-up have enabled them to become better executives in their 
particular divisions of the business. 

This emphasis upon reports brings us back to the earlier discus- 
sion of the executive attitude toward the budget. It should be 
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clear that unless top executives show a keen interest in the results 
as shown by the control reports, the budget will never become a 
fully effective control instrument. Foremen and other subordinates 
cannot be fooled on executive attitude. They know whether the 
budget is being used as a measure of their efficiency or whether 
only cursory attention is being paid to the departmental operating 
results. Active interest and prompt action by top executives is the 
surest way to keep the operating budget always a vital, healthy 
mechanism. 


Conclusion 


In this discussion some of the traditional concepts of budgeting 
have been re-examined in the light of the practices of certain se- 
lected companies. We have seen that practices varied widely 
among companies using budgetary methods. Sometimes this was 
for reasons of expediency and sometimes it was because of a belief 
that particular conditions within the company called for a shift in 
emphasis as a practical matter. 

In spite of such differences in practice there can be detected a 
pattern of thinking among the executives concerned which indi- 
cates that the points discussed are truly practical principles, not 
platitudes. 

Little has been said about the details of method and procedure. 
Procedure has not been stressed because of the conviction that 
good procedure is the efficient expression in a particular situation 
of sound objectives and policies. If we have an agreement on de- 
sired objectives the capable accountant will devise the best methods. 
The accountant’s role has not been stressed because his place in a 
given budgetary program depends so much upon his personal quali- 
fications. Whether he initiates, sells and operates the budgetary 
program or whether he is confined to the role of detailed figure 
accumulation is to a large degree dependent upon his standing 
within the organization. In most of the companies studied the chief 
accounting officer and his staff played major roles in the policy 
and interpretative aspects of the budget programs in addition to 
assuming the important job of figure correlation and report prepara- 
tion. This is as it should be and is a tribute to the growing realiza- 
tion that today’s accounting officers are men who have very real 
contributions to make to the solving of management problems. 
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COMPUTING SEASONAL INDEXES 
By Kenneth E. Miller, Statistician, 
Armour & Co., Chicago, II. 


| utente the course for an industrial organization becomes 

more difficult and complex with each change of economic trend 
and accompanying political policy, and makes necessary the basing 
of budgets on carefully prepared sales forecasts. This article will 
be restricted to one phase of this problem, the computation and 
use of seasonal indexes. 

For illustrative purposes only, a 5 per cent increase in volume 
is assumed for 1940. There are many methods used in arriving 
at a goal figure for the ensuing sales year. They include a simple 
guess, consensus of opinions of the sales departments, a forecast- 
ing formula based on the observed relationship of the particular 
business to the trend of general consumer demand, the quantity of 
raw materials available, the volume of orders on hand, or an arbi- 
trarily set quota. 


Uses of Seasonal Indexes 


Once the annual goal is set, the seasonal indexes provide the best 
way for scheduling monthly sales and operations. In contrast to 
the use of seasonal normals as a base for the monthly sales plan, 
the use of last year’s figures tends to perpetuate any mistakes made 
last year. Furthermore, certain months last year may have been 
affected by non-recurring factors, such as floods, or even special 
sales promotions. 

Continued use of seasonal indexes also makes possible the ad- 
justment of each month’s sales as soon as reported, and the con- 
struction of a chart of adjusted sales for comparison with any 
index of general business conditions. For article “X,” used as an 
illustration herein, the seasonally adjusted sales curve is quite 
smooth, in contrast to the wide monthly swings in the original re- 
ported figures. Thus any irregularity from the usual seasonal pat- 
tern will show up immediately in the adjusted sales curve and can 
be investigated. If the decline in adjusted sales (as, for instance, 
the failure of actual sales to rise at the full seasonal rate) is due to 
errors in policy, immediate correction can be made. 
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Questions Arising in Preparation 


Certain questions are likely to arise in the preparation of sea- 
sonal indexes for a specific business. One of the first concerns is 
how many years of monthly data must be included in the compu- 
tations. While ten years are used in the illustration, a shorter 
period would have been adequate for this commodity, since all the 
ratios for a particular month fall very close together. Ten years 
of experience will not always be available, and a tentative index 
will be better than none at all. What is really important is to have 
enough data to establish whether all the ratios for a month actu- 
ally form a cluster. If they do not form a cluster, then there is no 
true seasonal pattern in the sales figures, regardless of how many 
years are used, and sales should be considered approximately equal 
one month against any other. 

Computation of a separate seasonal index for each class of goods 
sold is to be preferred to just determining one index for total 
company sales. Some line may have no seasonai pattern while 
others are very pronounced. A combined index can always be 
prepared by weighting the individual indexes by the average annual 
sales of the different goods. Much better planning follows from 
having individual indexes. The high and low points of the year 
for each commodity are made very plain, and attention is called 
to the need for increasing volume in those lines which reach their 
sales peaks during the season of the year when the major line is 
declining. 

While seasonal variation in business has*been recognized for a 
long time, proper seasonal planning has frequently been difficult 
because of inadequate use of the figures which the concern had at 
hand. The old method of measuring seasonal variation and of 
constructing an index for future use consisted of taking a five- or 
ten-year average of the January sales, then the February sales 
and so on, measuring each month’s average performance for the 
entire period of years. Use of such a crude method has only one 
advantage—it is simple, and easy to calculate. But it gives peculiar 
results when several depression years are included in the averages. 
Better methods have been known for many years, but too fre- 
quently they have involved too much computation, or too much 
complicated mathematics to be of practical general application. 
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The procedure here described grows out of the long used “ratio 
to moving average” method. For theoretical discussion of this 
and other methods, as well as their possible limitations, reference 
should be made to any of several recent texts on statistical analysis. 
(Or for a rigorous mathematical treatment see Arne Fisher’s 
article in the Journal of Accountancy, September, 1937.) 


The Original Dates 


Exhibit 2 at the end of this article shows the monthly sales of 
Article “X” for the past ten years. It is quite obvious from the 
chart that the peak of sales for this merchandise always occurs in 
the early Spring. but the peak is not always at the same level. 
November is the month of poorest sales. 

From an examination of the monthly sales curve it is extremely 
difficult to tell whether the actual trend of sales is up or down, 
since monthly changes are so pronounced. The heavy black 
smoothed line really shows the true trend of sales after the seasonal 
fluctuations are removed. The line is in effect the graph of a year’s 
total business cumulated at the end of every month rather than at 
only the end of the calendar year. This heavy line on the chart 
has the limitation of being only a record of the past, and tells 
nothing of how to plan monthly sales for 1940. 

For operational purposes, and to determine from current sales 
performance just what the trend of sales is, the seasqnal indexes 
shown in the next to last line of Exhibit 2 will be much more use- 
fyl. Exhibit 2 is derived entirely from the relationships existing 
between the monthly sales values and the smoothed heavy lines 
computed and drawn in on Exhibit 1. 


Calculating the Moving Totals 


Calculation of the necessary figures is shown in Exhibit 3. It 
is suggested that the reader recopy on a ruled form the sales data 
shown and actually repeat the operations here explained, in order 
to be convinced that the work is actually less complex than the 
detailed explanation which follows. A mask, similar to the one 
illustrated, should be cut from the same ruled form and holes cut 
where the cross hatching is shown. When a properly cut mask is 
placed over the copied sales figures, the value 851 will appear in 
the upper opening and the figures 578 and 883 in the lower. The 
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“write here” opening will be over 29,910 in the moving total 
column ; however, this column should not be copied but computed 
to illustrate the method. While the mask is still in place a refer- 
ence pencil line may be drawn under 851 and also under 578. 

The actual adding operations may be performed on any direct 
subtraction adding machine, or on any of the usual calculating 
machines. To obtain the first moving total (29,910) the figures 
between the pencil marks are added (768 through 578) and a sub- 
total taken. Then the subtotal is doubled and the two end January 
values (851 and 883) added once and the resulting subtotal re- 
corded on the July line. The machine is not cleared and the mask 
is put back in place, but with the “write here” opening one space 
below the July line on which the figure 29,910 has just been en- 
tered. The two subtractions and the two additions are made on the 
machine as indicated by the markings on the mask. (29,910—851 
—768+-883-+ 1043—=30,217) This new subtotal is recorded in 
the opening and the mask moved down one more line. As the 
mask moves down the column, two items are subtracted and two 
added at each step and a subtotal obtained. 

To make the computation of several seasonal indexes both easy 
and accurate, it is only necessary to use paper with the same hori- 
zontal ruling, and then the same mask may be used over and over 
again. By properly folding the bottom of one sheet and the top of 
the next it is possible to run the mask down an entire length of the 
sales data for ten years or more, just as though the data were on 
a continuous ribbon. This procedure makes it possible to continue 
the seasonal analysis from year to year as new figures become 
available. 


Verification of Figures 


Since mistakes may occur in running the moving totals, espe- 
cially until the computer becomes quite familiar with the operation, 
it is desirable to have a check on the work. Fortunately, it is un- 
necessary to rerun the computations in order to have a check on 
accuracy. The check marks on Exhibit 3 at December, 1929 and 
December, 1930 indicate proofs taken at those points. A check 
once a year proves all operations except the possibility that a fig- 
ure may be miscopied from the machine dial or tape. It is desir- 
able to fill in the check figures for once each year before actually 
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running the moving totals with the mask. Then when the check 
figure appears in the “write here” opening in the mask and agrees 
with the figure in the machine, the verified operation can be con- 
tinued without even removing the mask. 

Advance computation of the yearly check values requires the 
same procedure as the computation of the first moving total at the 
beginning of the series. This also demonstrates how it is possible 
to start a moving total at any date and to continue it with the mask 
from that point on. To illustrate, the December, 1929 value of 
31,089 is the total of the corresponding December sales of 578 and 
of the five sales figures both above and below, all added twice, 
plus both the upper and lower sixth figures (1,748 and 1,655) 
added once. 

The moving total values computed in column two of Exhibit 3 
are plotted as the heavy smooth line of Exhibit 1 using the scale 
shown at the right side of the Chart. They are all properly cen- 
tered in both charts opposite the original sales values to which 
they apply. Since the smoothed line still has in it the same long 
term pattern of sales as is actually in the monthly sales themselves, 
the differences between the two lines must be the seasonal variation. 


Calculating Per Cent to Sales 

The sales figures are now divided by the moving totals and the 
resulting percentages entered in Column 3 of Exhibit 3. When 
the divisions are completed, all of the ratios are grouped under 
the proper months in Exhibit 2. Examination of Exhibit 2 makes 
it’ obvious that June sales in relation to the moving total fall be- 
tween 5.40 and 6.16 per cent, while July sales fall between 3.74 
and 4.49 per cent. Thus we now have a measure of approximately 
how much the July sales typically fall below June sales. But for 
practical use we need a single suitable measure of the differences 
between the months. 

To aid in selecting the typical value for each month’s seasonal 
ratio, a form similar to Exhibit 4 is quite helpful. A dot is plotted 
in the January column for each year’s value as read from Exhibit 
2. The items are plotted at the proper height in reference to the 
scales on the side of the chart. The dots are each identified by the 
year numbers, and by the way they cluster in each column, show 
immediately how uniform the seasonal variation is within that par- 
ticular month. 
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Arriving at a Typical Figure 

The heights of the individual month’s columns is only a visual- 
izing device. The actual seasonal indexes are made by selecting 
an appropriate average of the dots in each month’s column. In 
the illustration, the three highest dots and the three lowest are 
eliminated and asterisks are placed on Exhibit 2 after the four 
central dots remaining for each month. Exhibit 4 thus not only 
aids in visualizing the seasonal pattern, but also provides a con- 
venient way of selecting the middle values. In this illustration 
what is called a broad median has been used. It is not necessary 
to use just four items, for the important thing is to eliminate those 
values which are farthest removed from the central cluster, and to 
obtain some type of an average of the typical middle items. 


Converting to Per Cent of Average Month 

In Exhibit 2 the average of the four values marked with aster- 
isks for the month of January is 3.21 per cent, which is the sea- 
sonal value for that month. An adjustment to put the index in 
terms of a 100 per cent base, however, makes it much more con- 
venient to use. Thus each month’s average is multiplied by 24, 
since the moving totals were each 24 times as large as the average 
item. These values for each of the twelve months are totaled and, 
in the illustration, add to 1,191.12. For the months to average 100 
per cent, the annual total must of course be 1,200; so we adjust 
by multiplying each month’s value by the fraction 1,200 over 
1,191.12. Now we have January rated at 78 per cent of an aver- 
age month, while May is 181 per cent of an average month, where 
all months average 100 per cent. 

To determine the seasonal distribution of sales for 1940 it is 
only necessary to multiply the individual monthly percentages by 
the sales forecast for the 1940 year, after first dividing the 1940 
total by twelve. This computation is shown on the last line of 
Exhibit 2. 

In setting up seasonals for any business, the computed monthly 
averages should be adjusted to eliminate minor differences between 
successive months, if there are no real differences in the level of 
the clusters and in the scatters on a chart similar to Exhibit 4. 
Certain months may even show quite definite patterns while all 
others may better be expressed as constant values. 
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Detecting Shifts in Seasonal Pattern 

Careful attention to the detail of the particular series is import- 
ant, for the seasonal pattern of a business may be changing over a 
period of years. A shifting seasonal of this kind will show up in 
Exhibit 4 in the arrangement of the dots for the individual month. 
For article ““X” there is some tendency for the December dots to 
rise as the years pass. The year 1929 is the lowest value ; however, 
1935 has the highest value, and the remaining scatter is small so 
there is as yet no real evidence of a substantial shift. If a shift 
does become pronounced, then it is necessary to use progressively 
higher values for the December seasonal. Of course, declining 
values must be used for another month or months since the sea- 
sonal indexes for all months of each year must average 100 per 
cent. 

Adjusting for Special Happenings 

Sometimes the indexes must be adjusted for special happenings 
which can be dated in advance. These conditions seasonals may be 
necessary to allow for variations in the date of Easter, for in- 
stance. Easter in recent years has varied between March 24 and 
April 21; so it may be necessary to build separate indexes for 
March and April for early, average, and late Easters. All that is 
necessary is to group the percentages of Exhibit 4 into proper 
classes and obtain averages for the three different time intervals 
used for Easter. The special March and April indexes for an 
early Easter, when combined, must total the same as for any other 
timing of Easter, and must tie in with the combined long-term 
average for the two months taken together. 

Computation of the seasonal indexes from daily average sales 
rather than from monthly totals may be desirable in some indus- 
tries. Adjustments for the number of Saturdays may also be made 
in the original data before the seasonals are computed. When 
using indexes so computed for making budgets, the estimated 
monthly sales must also be adjusted for the actual number of days 
in the 1940 month and also for the number of Saturdays. 


Conclusion 

The seasonal index method described in this article, and the 
accompanying criterion for determining whether seasonal variation 
actually exists in a certain set of data, is adequate for analyzing 
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most business series. In a few instances seasonals may be better 
expressed as an absolute deviation from the moving totals rather 
than as a relative variation. Different procedures may be tried on 
the same data, but no method should be used carelessly, and the 
tables and charts showing the computations should be retained and 
brought up to date each year. This does not mean that the sea- 
sonal index should be recomputed and changed each year, but 
rather that any change in patterns should be detected early. Thus 
adjustments will not be overlooked when they do become neces- 
sary. Where there is evidence of a shift in the seasonal, it will 
sometimes be preferable to have one set of indexes for the early 
years, and a separate set of monthly indexes for the most recent 
group of years. 
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WORK SHEET FOR MOVING TOTALS 
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